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EDITORIAL DEPARTMENT NOTE 


\ year ago last June, members in attendance at the Atlantic City 
Convention were privileged to listen to a most interesting panel dis- 
cussion of “Internal Check and Audit.” The members of the New 
York Chapter Board liked the subject and method of presentation 
so much that they proceeded to schedule a panel discussion of the 
same subject for their January meeting. Nor did they stop there. 
They prevailed upon Victor H. Stempt of the Atlantic City panel 
to act as their Chairman, and gathered an all-star panel of New 
York Chapter members to join him. George D. Ellis, Chris M. 
Finney, Charles C. James and Fred W. Kilduff made up the sup- 
porting cast. The resulting discussion was most enlightening and 
supplemented rather than duplicated the Atlantic City session re- 
ported in the 1939 Year Book. We are presenting the complete 
discussion in this issue, except for Mr. Kilduff’s remarks which, un- 
fortunately, are not available. Included also are remarks by two 
added starters: Arthur Marvin of F. W. Lafrentz & Co., and Stuart 
( McLeod 

The participants in this panel are too well known to need lengthy 
introductions here. All of them have made extensive contributions 
to N. A. C. A. and its publications. Victor H. Stempf, New York 
Resident Partner of Touche, Niven & Co., will assume the Presi- 
dency of N. A. C. A. in September. George D. Ellis, Controller of 
Combustion Engineering Co., Inc., is a Past President of the New 
York Chapter, and was recently elected a member of the National 
Board. Chris M. Finnev, President of Associated Music Publishers, 
Inc., is a Past President of the N. A. C. A. and a member of the 
Finance Committee. Charles C. James of Stevenson, Jordan & 
Harrison, has been active in the affairs of both the Pittsburgh and 
New York Chapters and through convention addresses and the writing 
of articles has contributed extensively to N. A. C. A. publications. 





Articles published in the Bulletin present many: different viewpoints. 
In publishing them the Association is not sponsoring the views ex- 
pressed, but is endeavoring to provide for its members material which 
will be helpful and stimulating. Constructive comments are wel- 
comed and will be published in the Forum Section of the Bulletin. 
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INTERNAL CONTROL 


A Panel Discussion 


By a Panel of New York Chapter Members 


INTRODUCTION 


Victor H. Stempf, Chairman: Many are prone to think of 
internal control merely as the “Check and Doublecheck” of the 
mathematics of bookkeeping, whereas in reality it bears upon the 
whole field of management engineering. It contemplates the func- 
tional division of authority and responsibility in all of the essen- 
tial activities of business, and the co-ordination of all related 
record keeping, reporting and accounting services. The keynote 
of internal control is standards. 

Standards of performance may be extended in all directions, 
for example: how things should be done, and what things should 
cost. A standard is anything taken as a basis for comparison, or 
established as a criterion—in the language of a golfer, a bogey. 

Time and motion studies determine how operations should be 
performed and what they should cost. Economic research guides 
the establishment of forecasts of available markets stated in char- 
acter, grade, volume and dollars of product. Surveys of recurring 
transactions provide the bases for procedural routines, charts of 
accounts, accounting manuals, designs of forms and records. All 
of these and other steps apply the principles of standards and 
budgets. Against these actual performance may be compared; 
from these the causes of variances may be determined. This is 
internal control, and all of it is wasted unless there be internal 
audit of one type or another to assure the effectiveness of control. 
Stated by analogy to medicine, the prescription will do the patient 
no good if it stays in the bottle; the medicine must be used to 
cure him, or to keep him well. 

The subject is not one which can be exhatsted in a single 
panel discussion. All that we can hope to do is to deal with some 
of the questions which have been submitted, to round these out 
with related material, and to invite and encourage discussion from 
the floor. Finally we hope to arouse renewed interest in the sub- 
ject and to foster further research. 
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As accountants we are apt to think of internal control as re- 
lating only to the segregation and counterplay of clerical duties 
and record keeping. The testimony of practically all of the ex- 
pert witnesses in the McKesson & Robbins hearings before the 
S.E.C. placed this restricted interpretation on the term. This is 
only a phase of internal control ; an important and practical aspect, 
but by no means all-embracing. The very starting point of in- 
ternal control lies in the proper functional division of all of the 
activities of a business whereby the lines of authority and respon- 
sibility are defined, relating to all executives and the personnel 
and records they respectively supervise. 

Whether the subject be viewed broadly or narrowly, however, 
it is important to recognize the distinction between internal con- 
trol and internal audit. Internal control is the prescription, the es- 
tablished plan designed to afford the control, whereas internal 
audit is the added measure which is needed to assure the effec- 
tive operation of the prescribed plan. Many an impressive manual 
of functional organization and internal control is prepared. The 
plan may be sound as a bell, but is it observed? Internal audit 
is a function separate and apart from the original authorization, 
consummation and recording of transactions. It relates to the 
subsequent examination and validation of recorded transactions. 
Without some form of internal audit, the best plan of internal 
control may be ineffective because of non-observance or other- 
wise. 

External audit may afford a substitute for internal audit but 
such is not its primary purpose. Examination by independent 
certified public accountants is intended to afford an opinion by 
unbiased and competent external auditors as to the fairness of 
representations made by management. It supplements but does 
not relieve management of the direct responsibility of maintaining 
sound and reliable records itself. 


THE PLACE OF THE CONTROLLER 


Question: The separate functional divisions of business are 
designed to countercheck each other. Where does controllership 
fit in this picture, and how does it avoid functional incompati- 


bility ? 
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Chairman Stempf: This subject is one of several, in the discus- 
sion this evening, to which the entire period could be devoted 
without exhausting the many aspects of the question. I must of 
necessity dispose of it briefly and superficially. Much has been 
written on the subject. The panel session at the convention of 
the N. A. C. A. in June, 1939 dealt with it to some extent, the 
Bulletins of the Association offer a wealth of material, the pub- 
lications of the Controllers’ Institute have dealt with it at length, 
and the convention of the university instructors in accounting 
(American Accounting Association) devoted a session to the sub- 
ject in December, 1939. 

The question refers to the counterplay of functional responsi- 
bilities in business. Let’s see what this means. Every business 
has an objective, a plan of operation. This should be a scientifi- 
cally budgeted plan. Under that budget, the production of pre- 
determined units is contemplated. The specifications for these 
are the responsibility of the engineering function ; the requisite of 
labor, material and overhead for such production are the re- 
sponsibility of the manufacturing function; the promotion and 
actual sale of the product is the responsibility of the selling func- 
tion; and the provision of the “wherewithal” to carry on is the 
responsibility of the finance function. The controllership func- 
tion is a co-ordinating, service function—service not in a servile 
sense, but as an intelligent and active participation in management 
determinations of policy and action, based upon sound interpreta- 
tion of accounting data and the projection of such data into future 
probabilities. 

Accountancy is an essential tool of modern management with- 
out which business becomes a matter of capricious surmise, a 
ship without a rudder or compass. Its essential classifications, pro- 
cedures, judgment and conclusions must be sound and reliable, 
else it may prove to be a fool’s paradise. These essentials pre- 
suppose a competent head, the controller; a man whose training, 
experience, and personality qualify him to devise, install, and 
check adequate accounting methods; a man who can assemble, 
interpret and vitalize accounting data, and one who can “sell” 
his conclusions to management. Given such a man, the position 
merits a place in the management council as a member of the 
board and as an officer of the corporation responsible to the board 
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and dischargeable only by that body. His work requires constant 
and effective co-operation with all other functions of the business. 
While reporting and responsible directly to the board, the con- 
troller is an important lieutenant to the chief executive whom he 
serves constantly in the interpretation of data and in the formula- 
tion of policy. 

The controller is recognized as the chief accounting officer by 
the Securities and Exchange Commission; his signature is re- 
quired on all registrations, and in due time will be required on all 
published financial statements, as the responsible officer making 
the primary financial representations on behalf of the corporation, 
separate and apart from the report of external auditors expressing 
a professional opinion as to the fairness of such representations. 

The function of controllership has many related duties, but 
all these should be clearly distinguished from conflicting and in- 
compatible functions. Just as it is bad management for a func- 
tional head to have complete authority for making commitments, 
executing them and paying for them, so too in the case of the 
controller his duties should not be joined with those of treasurer 
or of any other operating function. His position should be free 
from the bias of approving actions which he himself has pre- 
viously authorized. Recognition of this principle has been car- 
ried successfully to the extent of divorcing the actual maintenance 
of accounts from the controller, under the direction of a chief 
accountant. The controller prescribes the methods, audits and 
interprets the accounts, but does not direct the day to day record- 
ing of transactions. This concept, I endotse, and I believe it 
should be extended wherever possible. 


INTERNAL CONTROL AT A REASONABLE Cost 

Question: How does one keep internal control from exceeding 
a reasonable cost? 

Chairman Stempf: In theory the answer is very simple: the 
safeguard provided should be commensurate with the hazard. In 
practice, the solution is far more difficult. Judgement and experi- 
ence play an important part here. What are the most important 
phases requiring application of effective internal control? Ob- 
viously, in a securities business, it would be the safeguarding and 
control of investment securities. In every industriai enterprise, 
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inventories are of prime importance. In all businesses, cash and 
receivables demand attention. Cover the important spots first. 
Don’t overlook the cost-reducing possibilities of mechanical equip- 
ment. Incidentally one of the simplest and yet most ingenious 
devices available in all phases of internal control is that of “pre- 
numbering” forms of all kinds and description. Pre-numbering 
is the prescription ; its effectiveness depends upon consistent check- 
ing to ascertain that all forms are accounted for. Beyond these 
vital points the matter is one which must be studied in the light 
of circumstances peculiar to the individual case. 

THE PURCHASING FUNCTION 

Question: How may internal control be extended to cover the 
activities of purchasing agents as to the placing of orders with 
certain vendors where collusion in more or less degree may ex- 
ist? Should it be a regular periodic function of the internal 
auditing division to check up the activities of the purchasing de- 
partment as to prices, quantities and terms of contracts? Will 
you please discuss the problem of avoiding duplicate payments? 
What about cancellation of paid documents? Can budgetary 
control and purchase order tie-ups be utilized? What are the 
essentials of a sound internal control of accounts payable with 
respect to prices, quantity, quality, receiving, vouchering, control 
of material and supplies, payments, countersignature of checks, 
etc. ? 

Gharles C. James: Let me first present a statement of the ob- 
jectives of internal checking applicable to purchasing : 

1. To prevent other than duly authorized employees from com- 
mitting the company through the purchase of materials, sup- 
plies and equipment. 

To verify the fact that the prices accepted are not higher, 


NS 


or unreasonably higher, than prices for the same quality and 
quantity of materials obtainable from another vendor. 

3. To verify the fact that the goods as received from the 
vendor are the very goods contracted for as to specification, 
quality and quantity. 

4. To determine positively that the vendor is paid only for ma- 
terials and supplies delivered by him (and accepted by the 
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company) at the agreed prices and according to other con- 
ditions of the purchase order. 

5. To prevent any vendor from receiving a duplication of pay- 
ment to any invoice of his. 


Questions like these require a practical answer for use. Never- 
theless, it should be kept in mind that patent medicines are seldom 
as effective as doctors’ prescriptions, which are based on individual 
diagnosis. Therefore, it should not be assumed that the following 
methods in all their detail should be generally adopted or even 
used in a given case. They have worked and worked well in com- 
panies where they have been adapted to fit the existing condi- 
tions. The probabilities are they would not work in a given com- 
pany without being adapted and modified in many details to fit par- 
ticular conditions. 

By and large, the internal control of purchases should start 
long before the issue of purchase orders or the writing of checks 
to pay invoices. The place to begin is where the decision is made 
to incur the liability. If commitments are made for expenditures 
only after careful planning, then 99-44/100 per cent of the pro- 
cedure of purchasing and payment will have been well and cor- 
rectly done. 

Each expenditure incident to the operation of a business cannot 
in itself be preplanned but it can fit nicely into carefully pre- 
pared standard allowances. Therefore, as in most other phases 
of business operations, the first step in their control is the prep- 
aration of budgets or standards appropriate for each varying de- 
gree of activity in each division or department of the business. 
All expenditures that are not chargeable against current operations 
within the scope of predetermined standard allowances should be 
authorized only after they have been adequately studied by re- 
sponsible members of the organization in accordance with dele- 
gated authority and systematic procedure. This restriction will 
insure that funds which must be made available from sources 
other than current revenues shall be utilized to the best advan- 
tage either in making additional plant investments or otherwise. 

It is an essential part of such study to determine quantities and 
prices. Here is the vital point for internal control. Thereafter, 
the handling of expenditures becomes a matter of routine. Never- 
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theless, this routine is an important part of the responsibility of 
the purchasing, accounting and treasury departments. 


A typical installation may be followed to see what steps are 
necessary to insure adequate control and verification. In the first 
place, a general rule prescribed by the president or controller 
should be issued, reading as follows: “Commitments. All com- 
mitments shall, so far as possible, be made through the purchas- 
ing agent. Standing exceptions to this rule: payroll wages and 
salaries, salesmen’s and other employees’ traveling expenses and 
petty cash items which, as a rule, will consist only of urgent items 
of less than $5.00. All other exceptions must be explicitly ap- 
proved by the President or the Vice President.” 

Purchasing requisitions must be prepared by the head of the 
department or officer on whose shoulders rests the responsibility 
for initiating the expenditure. If, at the time he draws this requi- 
sition, he has already ascertained from the purchasing depart- 
ment the approximate prices of the goods, he will know how 
much he is asking that the company be committed to spend. Con- 
sequently, he should enter this amount on his purchasing requisi- 
tion as the nearest approximation he can make at that time of 
the commitment. Because it is a commitment, as soon as he has 
signed the requisition under proper authority, he should send a 
copy of this purchase requisition directly to the accounting de- 
partment. There it should be held in a commitment file, pending 
receipt of invoice or invoices to cover. This file should be fre- 
quently examined, particularly by the internal auditor, in order 
to make sure that commitments are not piling up which are not 
disclosed by current balance sheets. A case may be cited of a 
corporation that continued to borrow money from its bank on the 
strength of a balance sheet on which commitments of nearly $3,- 
000,000 were not disclosed. When they did come to light, the 
bank’s loans could not be met and the company’s creditors awoke 
with a start to find they were financing a bankrupt. 


When the original of the purchase requisition is received by the 
purchasing agent, he and he alone is responsible for buying the 
goods at what he feels to be the best prices obtainable, considering 
also quality and service. Nevertheless, he should be directed to 
maintain a file adequate to disclose for every purchase whether he 
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has obtained competitive bids and, if not, why he has chosen not 
to do so. This sounds like a large order and is likely to be so 
interpreted by the purchasing agent. However, it is not. If the 
purchasing agent will undertake in good faith to have his records 
carry adequate memoranda sufficient to disclose to any new man 
who might have to take over the purchasing functions how his 
buying policies have been developed, such memoranda will be 
sufficient to permit an auditor to pass intelligent judgment on 
whether or not there is a probability of collusion between the pur- 
chasing agent and certain vendors. Beyond this an auditor cannot 
be expected to go, unless he just happens to have special knowl- 
edge of price conditions under which a particular purchase is 
made. 

Rigid requirements for obtaining competitive bids do not serve 
any purpose except to hamstring a competent purchasing agent. 
Certainly they never have served effectively to preclude collusion, 
as any intelligent and frank purchasing agent will admit. Neither 
does the speaker believe in the practice that at one time was so 
common of having copies of purchase orders sent to the account- 
ing department against which to check invoives received direct 
from suppliers. The best security against manipulation of pur- 
chasing by a dishonest or inefficient purchasing agent is a careful 
intelligent audit of all of the purchasing department’s records. 
Any other plan is a makeshift and cannot be depended upon. 


When a purchase order has been placed, it is customary to 
distribute copies to everybody who might be interested. For 
lack of time no effort will be made to follow all of these copies 
around so far as they do not have any bearing on the particular 
question under consideration, namely, the safeguarding of expen- 
ditures. 

The next important step under this heading is to make sure that 
adequate receiving reports are prepared. These should be either 
in the form of a checked copy of the purchase order itself or an 
independent receiving report to be checked against the purchase 


order by the accounting department. 


When the invoice is received, the accounting department should 
apply against it the appropriate purchase order and purchase 
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requisition as well as the receiving report which, taken together, 
should effectively preclude duplicate payments. 

Having checked the invoice against the prices and terms shown 
on the purchase order, verified the name and address of the sup- 
plier as a well known and responsible outfit, verified the quantity 
billed against quantity received, and obtained a certificate as to 
quality of goods delivered, it is still necessary for the accounting 
department to obtain an O.K. for payment from the department 
head who issued the purchase requisition in the first place. This 
is one step that is frequently omitted on the ground that the circle 
is complete without it. Experience has demonstrated over and 
over again that this one step, duplication though it may be, is the 
most important one to guarantee against duplications, manipula- 
tion, excessive prices and other irregularities. 

An invoice supported in this manner should then be vouchered, 
cancelled and paid without more ado. The check to cover should 
not be a two-name check. There is no more fallacious method of 
guarding against wrong payments than this old scheme of having 
checks countersigned. Every one who is authorized to sign checks 
should be under adequate bond and he should be a careful person 
who signs checks with his eyes open. The internal auditor should 
verify periodically that every check signed has been authorized 
by vouchers approved in accordance with the procedure above 
outlined. Beyond this it is foolish to go. To ask another officer 
of the company to countersign such checks is placing on his 
shoulders a responsibility for a chore that ninety-nine times out 
of a hundred he will perform as a matter of routine without even 
so much as a cursory examination either of the check itself or of 
the invoices and other papers supporting it. In a large organiza- 
tion, files of authorized signatures should be maintained by the 
treasury department to enable the corporation’s auditors to verify 
all signatures accepted as approval and authority for payment 
from the corporation’s funds. The delegating of authority to a 
subordinate should in no way relieve the officer, department head 
or other executive of his primary responsibility for certifying and 
approving documents on the support of which the corporation’s 
funds are disbursed. Officers and members, in signing documents 
for payment of money, should enter the date on which signature is 
made immediately below or following the name. 
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To summarize: Control commitments, in the first place. Have 
a well established routine for making purchases and payments. 
Have a good auditor verify every step of the procedure by careful 
and adequate checking, working under instructions that he is not 
to hesitate in demanding full information of every department 
regarding every transaction that his judgment tells him should 
be carefully scrutinized. 


CONTROL OF OVERHEAD 


Question: Should the budgeting and control of overhead ex- 
penses other than manufacturing expenses necessarily follow their 
distribution in the profit and loss classification ? 

Charles C. James: No. Budgeting and control should be af- 
fected by the accounting classifications of receipts and expendi- 
tures. 

Budgetary control should follow lines of responsibility. There 
should be one budget for each responsible department head or key 
man. In many cases, this objective will require grouping certain 
accounts and splitting others. 


THE SMALL BUSINESS 


Question: Owners of small concerns shy at the words “internal 
control.”” Any system is looked upon as “red tape.” What can be 
done to cure this attitude? 

C. M. Finney: In a small business where the owner has had 
no accounting or bookkeeping training, and very few have had 
such training, internal control, cost accounting, and in some cases 
even bookkeeping, is regarded as unnecessary expense. Many of 
such owners of a small business feel that one or two financial 
statements cover their purpose, and in many cases these are not 
highly regarded unless they are required for loans, extension of 
credit and other such purposes. 

I recall an instance where the president of a large company 
which I was serving as controller stated that he thought a trial 
balance was silly and useless, but if I said it was necessary, the 
company should, no doubt, continue to take trial balances. 

There is only one thing that can be done in such instances and 
that is to sell your accounting and accounting statements; just 
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plain honest salesmanship. Be sure that the accounting which you 
sell is simple, clear, useful and above all things, be sure that you 
do not have any fancy systems. Have your statements arranged 
in an effective manner so that they will produce and show worth- 
while presentations of results at a minimum cost. Call your ac- 
counting or internal control and other features by whatever name 
that will help you to sell it, then sell it only on the basis of the 
results which it will produce for the owner of the business—but, 
by all means, sell it. Also have in mind that there is an element 
of selling in the presentation of statements, and don’t forget that 
statements laid on the boss’ desk will not sell themselves. 


THE PRESIDENT’S EXPENSE ACCOUNT 

Question: Who checks up on the president’s expense account 
and calls him to itemize details? 

C. M. Finney: This obviously is the accounting officer’s job 
and involves to a tremendous degree the element of personalities. 
Show me the president and [| will tell you whether or not you can 
get it; show me the accountant and I will tell you whether or not 
he should endeavor to get it. 

There is no established rule or procedure for going about the 
securing of this information. The necessity of the details desired 
and the desirability of securing such details may depend upon or 
be influenced by the size of the company, the ownership, the gen- 
eral characteristics of the president and the standing and ability 
of the accounting officer. Success in securing these details will, in 
large measure, depend upon the accounting officer’s ability to sell 
the president the idea that the details are essential and useful for 
operating and other purposes. 


ForEIGN EXCHANGE AND INVENTORY PRICING 


Question: How are inventories priced when foreign exchange 
is involved? What rate is used and is conversion necessary? 

C. M. Finney: If inventories are an item on the balance sheet 
of a foreign subsidiary company or a foreign affiliated company 
and such balance sheet is carried as an investment item, no pricing 
would be necessary. If inventories involving foreign currencies 
are an item on your regular balance sheet, they should be priced 
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on the same basis as your regular inventory, presumably at cost 
or market, whichever is lower. In any event, if conversion is 
necessary, it is generally customary and perfectly good practice to 
convert at the rate of exchange ruling on the date of your balance 
sheet. It is important to note that a clear accounting should be 
made for differences due to exchange fluctuations, which differ- 
ences may be taken into account in your statement of operations. 


PuysicaL Count UNDER PERPETUAL INVENTORY SYSTEM 

Question: How and to what extent should perpetual inventor- 
ies be checked by physical count, and by whom, under sound in- 
ternal control ? 

C. M. Finney: Assume that the inventory is large and that no 
complete physical inventory count is made at the end of the physi- 
cal year. A continuous count should be made throughout the 
year so that the entire inventory is counted at least twice a year. 
The count should be made by regular stockhandlers or others who 
are intimately familiar with the stock; assignment of men should 
be arranged so that they do not verify sections of the inventory 
for which they are directly responsible. 

Counters should make a record of the result of the count and 
such record should be compared with the balances shown on the 
stock ledgers or cards. Corrections or adjustments of differences 
should be made by a member of the accounting department, 
overs and shorts computed and the amount involved determined 
so that entry can be made to adjust the control account. 


INTERNAL CONTROL OF SECURITIES 

Question: Please discuss the essentials of internal control rela- 
tive to securities. Who should have possession? What about 
safe deposit control? How do you assure collection and timely 
recording of income? 

C. M. Finney: There is a well established procedure for se- 
curing and operating custody accounts with banks and trust com- 
panies, which service is provided at a fairly reasonable fee. Under 
a custody account arrangement, a bank will house the securities 
in their vaults, keep a record of such securities, make internal audit 
periodically of such accounts, collect dividends, remit dividends 
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to you or credit them to your deposit account. Most banks have 
excellent facilities for this purpose and they can furnish you cur- 
rently with the declaration date, the record date and the payment 
date on all dividends and advise you respecting other important 
items affecting the securities involved. Banks usually prefer to 
have securities registered in the name of their nominee, which is 
general procedure and good procedure because it facilitates de- 
livery in event of sale because securities registered in the name of 
a bank’s nominee is regarded as a “good delivery” by stock ex- 
changes, whereas stocks registered in a corporation’s name is not 
regarded as “good delivery.” Fixed or static investments in se- 
curities can be placed in custody accounts at a more or iess 
nominal cost. 

A custody arrangement should be considered because the re- 
sponsibility involved should not be delegated to officers of a com- 
pany and such officers should not be expected to carry such re- 
sponsibility. Custody arrangement is more sensible and much 
better practice. 


CONFIRMATION OF CUSTOMERS’ BALANCE 


Question: How and to what extent can confirmation of cus- 
tomers’ balances be undertaken internally ? 

C. M. Finney: Confirmation or verification of customers’ bal- 
ances can be done by providing an additional copy of the monthly 
statement or a verification slip attached to or accompanying the 
statement, either of which should be returned to the company’s 
auditor. If the company has no auditor or he has some other 
title, have them returned to the auditor anyway. It is suggested 
that this verification apply to a certain section of the account each 
month so that all of the accounts can be covered in a given or 
determined period. On account of the element of annoyance to 
customers, it is suggested that verification should not be requested 
too frequently, that an arrangement for verification be made 
absolutely as simple as possible and that you don’t feel disap- 
pointed if you are not able to secure a 100 per cent result. It is 
well to confer with and make arrangements with your company ’s 
auditors respecting a plan for verification of customers’ balances 
so that, if possible, one becomes an intricate part of the other, thus 
avoiding duplication or excess requests for verification. 
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COLLECTION OF ACCOUNTS PREVIOUSLY WRITTEN OFF 


Question: What internal control can be exercised to prevent 
misapplication of funds received through collection of accounts 
charged off as bad debts? 

C. M. Finney: Keep a complete record and specific identifica- 
tion of accounts charged off. Don’t write off accounts so that 
their identification is lost and the items are difficult to review at 
regular intervals. 

Cash received should be handled by an employee other than the 
one responsible for the accounts receivable ledger and such re- 
ceipts should be recorded in an official cash book by a cashier who 
is wholly independent of the accounts receivable section. The 
cashier should make deposits of all cash received whether in 
checks or currency, independent of any check against the accounts 
receivable. 

I know of no fool-proof procedure which is reliable or out- 
standingly effective, but I again suggest that operations of han- 
dling cash and recording accounts be separated as much as pos- 
sible so as to keep collusion possibilities as remote as possible, 
and that accounts charged off be reviewed and checked periodically 
by the responsible accounting officer in charge, or by a responsible 
person delegated by him. 


MAINTENANCE 


Question: Can it be said generally that maintenance should be 
handled on a reserve basis? 

C. M. Finney: It is very desirable that maintenance be han- 
dled on a reserve basis on account of the great variation in main- 
tenance costs from month to month, or from period to period, 
which variations result from many causes: A company may have 
the policy of making extensive repairs when the shop is not busy ; 
a company may have the policy of repairing equipment when busi- 
ness is making money; a company may greatly defer making re- 
pairs on account of cash, working capital, etc., etc. 

A reserve basis is very desirable when cost standards are used. 

A reserve basis is very important in instances where a ma- 
chine hour rate for applying overhead is used, and especially so in 
instances where very costly equipment is involved, and also where 
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large items of maintenance costs are involved at very irregular 
intervals and in unusual instances. 

Maintenance on a reserve basis is just as sound as the use of 
depreciation and obsolescence reserves. Make both of them a 
real experience reserve and don’t forget the importance of con- 
sidering the future as well as the past when making your compu- 
tations. 

PURCHASE COMMITMENTS 


Question: The adequate availability of materials necessitates 
purchase commitments which are subject to market fluctuations 
which may be substantial. What characteristic controls are avail- 
able and what recognition should be accorded potential losses due 
to decline in prices? 

George D. Ellis: Under the circumstances mentioned in this 
question the most effective control is a contract cancellation clause. 

The extent of the control procedure would depend upon the 
evidence of its importance and must be warranted by the effect 
of the market fluctuation upon the earnings of the company either 
as.an element of cost or as a speculative investment. The «an- 
portance of the evidence may be determined by raising the fol- 
lowing question: Are the commitments extensive and, of even 
greater interest, are they really necessary ? 

Standardization of product and design for interchangeability of 
parts will reduce inventory investment. 

Material specification follows such standardization or in in- 
stances it may precede it. It does not matter which is accom- 
plished first as long as specifications are prepared. Material 
specification is the control for excess usage and waste, and through 
it full advantage may be taken of research facilities for the de- 
velopment of substitute materials, thus widening the available mar- 
ket of material supply. 

Another characteristic control is the establishment of produc- 
tion quotas based on sales budgets. Production quotas should be 
revised at least quarterly, perhaps monthly, with the current 
knowledge of bookings, quotations and general forward demand 
of the company’s product. 

Coincidentally, stock control records should be inaugurated to 
accept stock assignments, maximum and minimum scheduled 
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monthly requirements, receipts and usage and expected vendor de- 
livery. Stock records should be studied carefully so that minimum 
forward order requirements will be on hand to meet production 
schedules. 

In addition to curtailing potential price losses on commitments 
or excess quantities on hand, savings can be made in storage, 
deterioration, obsolescence and handling of control inventories. 

Another loss avoidance control is the standard material pur- 
chase price. A cost price variance factor developed from such 
standards can be tied in with selling price policies, thus permitting 
prompt adjustment of the selling price in line with cost changes 
in the supply market. These cost price variances may be meas- 
ured also against standard published indices of the basic commo- 
dities used. 

If commitments are to supply irrevocable sales orders taken at 
prices including a profit, there is no need for recognition of ap- 
parent potential losses due to market decline. If the potential 
losses are not recoverable, recognition should be accorded through 
the creation of a reserve out of the current year’s income. 


BONDING OF EMPLOYEES 


Question: Do you consider bonding of employees an essential 
element of internal control? If so, do you prefer the position 
form of bond or the commercial blanket form with automatic 
reinstatement ? 

George D. Ellis: Without doubt, bonding of employees is a 
factor in attaining internal control. Knowledge by the employees 
that they are bonded should be an influence in honest and careful 
operation. 

The second part of the question is not as precise as it might be 
because there are both position schedule bonds and position blanket 
bonds. 

No general statement could be made as to preference between 
schedule bonds and blanket bonds or between position blanket 
bonds and commercial blanket bonds without specific knowledge 
of the company seeking coverage, its greatest probable loss and the 
extent of such probable loss at any one point or through any one 
position. In other words, a company operating with a number of 
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door to door collection agents would have an entirely different 
fidelity coverage problem than one with a centralized office for 
mail receipt of all remittances. Even in the latter case, a large 
company would have a greater number of position hazards than 
a small company. 

Any blanket form should provide for automatic retroactive 
restoration. 

A combination of forms may be desirable to avoid over-insur- 
ance either due to total employees or to largest probable loss. 

Therefore, a position or blanket commercial bond may be writ- 
ten for a nominal amount with an excess position schedule bond 
for specified positions ; or a blanket position bond may be written 
for primary coverage and a commercial blanket bond taken for 
excess to cover all but positions where only a limited fidelity 
hazard exists. 

THE PurysicaL INVENTORY 

Question: What are the rudiments of procedure in compiling a 
physical inventory ? 

George D. Ellis: While the greatest accuracy is desirable, a 
specific procedure should be governed by methods that assure 
reasonable safety without undue cost. The compilation of the 
physical inventory, therefore, might be planned for stagger 
count at designated intervals to cover various stocks twice a year. 
Inventories should be classified and sectionalized, and taken ac- 
cording to schedule arranged, if possible, during periods when 
production is low in the departments. 

Required forms should be prepared and numbered for tagging 
stock and recording, extending, summarizing and reporting of re- 
sults of the count; also including information of condition and 
salability of stock; and also ownership where consigned stocks are 
held. These forms should be so drawn as to permit retention in 
files. 

Responsibility should be assigned to the internal audit staff 
or always to others than those regularly in charge of the stock 
records. The time for taking the inventory should be allotted, and 
personnel and duties assigned. Periodic counts should be co-ordi- 
nated with the external auditors for their complete or partial par- 
ticipation. 
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Invoices and receiving reports for the “as of” date should be 
cleared; likewise reports of shipments not billed and identifica- 
tion of stock billed but not shipped. Floors should be cleared and 
the best degree of stacking attained, together with departmental 
earmarking of obsolete and imperfect materials. 

Question: What special consideration should be given to an 
effective internal control of accounts and notes receivable division, 
particularly as to handling remittances, collection procedure, con- 
firmation of balances, etc.? Who should have custody of docu- 
ments? Who should control renewals? 

George D. Ellis: The procedure will vary considerably with 
the type of business. In companies with volume accounts or with 
numerous branch collection offices or where collecting agents are 
employed, the matter is different than with the company handling 
reasonable volume at a centralized office. 

There is also considerable lack of uniformity in the duties, 
powers and responsibilities of the financial officers of companies. 
Recognizing the limitations to an all-inclusive answer that these 
conditions imposed, the following may be suggested : 

1. The billing division and the cashier should be separate and 
apart from the accounts division. 

The incoming checks and bank advices should be delivered 
directly to the Treasurer’s office, opened and examined and 
listed in three copies. One copy is retained by the treas- 
urer; another copy with the checks, advices and remittance 
slips is passed to the controller ; and the third copy is trans- 


to 


mitted to the cashier. 

3. The controller will review and pass checks and advices to 

the cashier, and his listing and remittance slips to the ac- 
counts division. 
After accounts posting, the remittance slips are filed in the 
accounts division and the listing is returned to the con- 
troller for scheduled internal audits for confirmation of 
bank statement daily deposits and matching with the treas- 
urer’s copy at reconciliation dates. 


A stagger test check for confirmation of balances will be 
made by internal audit. Aging schedules will be submitted quar- 
terly or more often, if required. Notes accepted will follow the 
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same procedure and be entered in the notes register by the ac- 
counts division and filed in due-date folders by the cashier. Note 
renewals should be controlled by the treasurer. 


INSURANCE 

Question: Should it be a regular periodic function of the in- 
ternal auditing division to check up the insurance department as 
to rates, coverages, adequacy and service received ? 

George D. Ellis: A direct check-up of the insurance depart- 
ment, which department would handle all company insurance, 
liability, indemnity and property and performance and fidelity 
bonds, would either largely duplicate the functions of that depart- 
ment or overlap the internal check effected at other points in the 
organization. The check for adequate insurance coverage for 
property and risk at satisfactory rates is complementary to the 
examination of accounts, values, undertakings and procedures and 
supplements such audits. 

CasH CONTROL 

Question: What are the rudiments of cash control such as: 
intact deposit of cash receipts, cash sales, imprest funds, cashing 
employee checks, countersignature, etc. ? 

George D. Ellis: That part of the question concerning intact 
deposit of receipts is covered under a prior question and the open- 
ing comments to that answer apply here also. 

Prenumbered cash sales slips or billings prepared by the sales 
or billings division and payable directly to the cashier may be 
recorded through customers accounts if customer statistical sales 
data are desired. This would depend largely on the volume of 
cash sales and ‘the planned use of such customer data. In such 
case, a copy of cash sales billings would go to the accounts divi- 
sion. 

Receipts from cash sales wili be tabulated for deposit daily. 
The sales slip or cash billings summary is the check against the 
deposit. The control account may be designated as cash sales 
without customer accounting. 

Imprest funds should be fixed balance accounts permitting only 
one source of reimbursement and deposit, namely, company drawn 
checks and, so far as possible, at fixed intervals. 

Withdrawals should be limited to properly bonded employees 
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against filed bank signatures and for supported vouchers pre- 
served for audit. Where the fund consists of cash on hand and 
not on deposit, custody should be in a bonded employee and dis- 
bursements made against limited authorized approvals by sup- 
ported petty cash vouchers. 

Separate ledger controls should be kept and daily reconciliation 
made by other than the employee in charge with periodic direct 
examination. 

Cashing employees’ checks through company facilities should be 
definitely discouraged, if not prohibited. Any checks cashed 
should be drawn payable to the company or, if endorsed checks, 
such endorsement should be made in presence of employee’s de- 
partmental superior, initialed by him and again endorsed on pre- 
sentation for cash. 

Countersignature of company checks is unnecessary in the pres- 
ence of an adequate and functioning internal control and audit 
procedure, except where such countersignature is in fact a part 
of such procedure not provided elsewhere. Internal control regu- 
lations should provide for required approvals for disbursement 
of cash and such approvals should appear on the completed 
voucher check. 

Petty CasH 
Question: Concerning checks cashed out of a petty cash fund: 
(1) To whose order should such checks be drawn? 
2) How should the petty cash fund be reimbursed? 

George D. Ellis: (1) Checks should be drawn to order of the 
company ; and (2) preferably at specified times, daily or weekly, 
dependent upon activity of fund, its size and other circumstances. 
Checks cashed through the fund should be listed for deposit and 
a contra check drawn to the order of the treasurer for equivalent 
amount. Upon examination of checks for deposit treasurer will 
endorse contract draft for reimbursement of fund. Cash dis- 
bursed against authorized vouchers will be reimbursed by sum- 
mary voucher check in same manner as above. 

Are Two SIGNATURES NEEDED? 

Questions: 1. Does a requirement of having two signatures on 
every check issued by a company represent effective internal con- 
trol? 
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2. At what point in a system of internal control can you dis- 
pense with two signatures on a check without taking undue risk 
in making payments? 

Arthur Marvin: There seems to be some difference of opinion 
as to the adequacy of two signatures on a check issued by a com- 
pany, but many agree that perhaps the extent of the internal con- 
trol would determine whether or not it was necessary to have one 
signature or two signatures on checks issued. 

Some point out that often the second signature on a check is 
perfunctory and in some instances where required, it is the habit 
of some officials to sign their names to blank checks and rely upon 
the other persons recording their signatures for the correctness 
of the payment. 

Others point out the fact that often purchases or commitments 
arise first in the board of directors where they are approved, par- 
ticularly with respect to additions and improvements to plant and 
property, and that in other cases they arose through requisitions 
made by responsible officials of the company. In instances where 
this is the case and the system provides for the accounting depart- 
ment to accept authorizations originating from these sources, the 
prescribed routine in the accounting division of the company 
would undoubtedly provide for that division making a very thor- 
ough check of the authorizations and purchases made under such 
authorizations. Therefore, when the voucher is forwarded to the 
treasury department for payment, all possible approvals are either 
oh the voucher or attached to the voucher in the form of related 
papers. When this prescribed routine had been completed, it is 
thought that the treasurer would be authorized to pay such 
voucher when he believes the funds of the company would permit 
and in instances such as this, it is only necessary to have one sig- 
nature on the check. 

There are others who believe that while in many instances the 
second signature on a check might only be a matter of routine, yet 
it would furnish to some degree an added safeguard on the dis- 
bursement of funds of the company. 

Another thought expressed in connection with the two-signature 
check is that here again the size of the company, together with 
the type of internal control, would govern a decision on whether 
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or not a two-signature or single-signature check was essential 
for the protection of the funds of a company. 

Stuart C. McLeod: Personally, I have always questioned the 
value of duplicate signatures because in my observation fre- 
quently the signing is perfunctory, sometimes in advance, and the 
responsibility generally boils down to one person. 

In our own organization at one time we required duplicate sig- 
natures on all checks and all officers of the Association had sig- 
natures registered, but when the president and vice presidents 
happened to be located outside of New York it left only Mr. 
Philip Warner (Treasurer of the N. A. C. A.) and myself avail- 
able and when I was going on long trips it was necessary for me 
to sign checks in advance and leave the entire responsibility to him. 

Some years ago we decided to change this practice and we now 
operate as follows. All collections are deposited in one general 
account. It requires duplicate signatures to remove money from 
this account but we also have an operating account which has a 
top limit of $10,000. Money is transferred from the general ac- 
count to the operating account on duplicate signatures but checks 
on the operating account require only one signature and each 
person eligible to sign checks on that account is bonded in the full 
amount of the account. This plan has worked satisfactorily over 
a period of about six or seven years. 

Chairman Stempf: Mr. James referred to the folly of counter- 
signatures, earlier in the evening. I want to endorse his views, 
and to challenge those of opposing thought: to convince me that 
countersignature of checks serves any useful purpose when estab- 
lished lines of authority and responsibility have been observed 
in the routine which leads up to the signature of disbursements. I 
think that, in the great majority of cases, mere countersignature 
becomes a futile gesture without effective benefit because it be- 
comes perfunctory. 

It seems to me that the routine of countersignature, like most 
matters in accountancy, cannot be dismissed with an arbitrary 
decision that it is always right or wrong. It depends upon the 
correlated routine. There may well be cases where all of the 
essential approvals, dealt with so admirably by Mr. James, lead up 
to and are checked by the man who signs the check, before he does 
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affix his signature. Under such established authority and respon- 
sibility and with adequate bonding, the single signature may suffice. 
On the other hand, where there is a factor of intervening “pre- 
audit,” where there are thousands of disbursements with compli- 
cated and voluminous supporting documents, when the line of au- 
thority and responsibility is fixed at one point for the approval 
of expenditures as “examined and found in order for payment,” 
but fixes the further responsibility for the timeliness and pro- 
priety of actual payment at a second point, then the first signature 
on the check may be intended to relieve the second signer of any 
further responsibility for checking the propriety of preceding 
approvals, and may impose upon him the responsibility for de- 
termining (in the light of cash budgets, etc.) the timing of actual 
disbursement, which his countersignature will establish. 

Let’s leave it that way! Countersignature may afford an added 
protection if effectively used, although it may be omitted if the 
procedures in related routine clearly establish responsibilities and 
afford equivalent safeguard. 


Co-ORDINATING INTERNAL AND EXTERNAL AUDITS 


Question: What about co-ordination of internal and external 
audit? 

Charles C. James: An answer to this question will be given by 
describing the details of an actual inauguration of an internal 
audit by a large company. 

A competent man was chosen to head up the division and 
given the title of auditor. He was a certified public accountant. 
From out of the organization he gathered a sufficient staff of 
competent men. 

The company’s public accountants were asked to submit a com- 
plete outline of an exhaustive audit of the company’s affairs based 
on the procedure recommended by the Federal Reserve Board in 
collaboration with the American Institute of Accountants with 
which you may be familiar. The company’s controller reviewed 
this outline, and after minor modification approved it as the work- 
ing rules to cover both the external and internal audit for the 
future. The public accounting firm was then asked to assign its 
senior accountant, who would have charge of the company’s audit, 
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to work with the internal auditor during a probationary period 
and to determine the following factors : 


(1) At what point would the outside auditor be satisfied to 
have the internal auditor take up the work and carry on 
down? 

(2) What working papers should the internal auditor prepare 
for review by the company’s outside auditors? 

(3) What detailed checks should the internal auditor make to 
satisfy the external auditor that nothing was getting by 
him? 


After completion of the first internal audit handled on this co- 
operative basis, the internal auditor prepared a report and sub- 
mitted it to the controller and the public accounting firm for re- 
view and criticism. Subsequently, a copy of every report of the 
internal auditor was sent to the public accountant for his informa- 
tion and review. 

This plan was put into effect more than ten years ago and oper- 
ates today with no substantial modification. At the same time, 
the internal auditor covers much ground, in the way of suggesting 
improvements in the company’s established practices in all de- 
partments, as well as verification of observances of established 
rules in many respects outside of the direct line of financial veri- 
fication. 

REVIEW OF INTERNAL RovutTINes By C.P.A. 

Question: What is done by the independent certified public 
accountant to check the effectiveness of prescribed accounting 
routines and their observance ? 

Chairman Stempf: Reference has been made by several mem- 
bers of the panel to the use of sampling and testing as the basic 
concept of modern auditing of our large enterprises. The method, 
time and extent of applying this sampling and testing are matters 
of judgment on the part of the auditor, depending upon his con- 
clusions as to the effectiveness of internal control. Such conclu- 
sions must be based upon a survey of methods and procedures, 
independent of the financial examination and a reasonable amount 
of checking of details to satisfy himself that the prescription itself 
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is sound and that it is consistently and effectively applied. He 
may check a certain number of payrolls completely from A to Z 
and observe the actual distribution of pay. He may study the 
plan of inventory taking and actually observe the physical count 
and tabulation as well as subjecting the summaries and supporting 
details to audit. In connection therewith, he my have physical 
tests made under his observation. He may accompany internal 
auditors on their work, observe and participate therein ; and he may 
review and check reports of internal auditors. All of these are 
indicative of steps which he may take to check the effectiveness of 
prescribed routines. 


ACCEPTANCE OF INTERNAL AUDITOR'S REPORTS 


Question: Should external auditors accept internal auditors’ 
reports in financial examinations ? 

Chairman Stempf: Neither external auditors nor internal au- 
ditors should “accept” any information. May I emphasize the 
point by saying that both “receive” and “assay” evidence of any 
character in validating the credibility of data affecting the ac- 
counts, as distinguished from “accepting” on faith, without further 
checking, information or explanation which they receive from 
anyone. 

Certainly, the external auditor should use the reports of ex- 
ternal auditors as a background and foundation in determining 
the scope of his own examination. Depending upon his conclu- 
sion as to the effectiveness of internal control, he will enlarge or 
limit the extent of his own sampling and testing in satisfying him- 
self as to the fairness and credibility of the representations of 
management. The essence of co-operation between the controller 
and his internal auditing staff on the one hand, and the external 
auditor, on the other, lies in the degree to which the former may 
marshal and co-ordinate the evidence and analyses of accounts 
to expedite the work of the external auditor. 


INTERNAL CONTROL AND THE AUDITOR’S CERTIFICATE 
Question: Where does the independent certified public ac- 
countant draw the line at the lack of internal control, requiring 
an exception in his report. 
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Chairman Stempf: Few businesses have complete control, nor 
is it contemplated by reason of the necessity of keeping the cost 
of a safeguard commensurate with the hazard. Likewise, there 
are few businesses that have no internal control. The smaller 
the business and the less feasible the functional division of respon- 
sibilities, the greater the burden of control vested in manage- 
ment itself. The sole proprietor will, himself, observe the flow 
of transactions, test inventories, check and control bank deposits 
and withdrawals, etc. So too, the external auditor will extend or 
limit the scope of his examination and the amount of detail audited 
in conformity with the presence or absence of internal control. 
If his examination be narrower in scope than he considers neces- 


sary to form a considered opinion, he will make an exception in 
his report, and if the materiality of the exception be such as to 
negate the expression of an opinion, he will withhold an opinion, 


stating what he has done and giving his conclusions, but pointing 
out that the limitations of the examination are such as to pre- 
clude the expression of an opinion as to the fairness of the state- 
ment as a whole. 

The maintenance of adequate accounting records is recognized 
as a definite responsibility of business. Where such records are 
woefully lacking or are operated with an obvious careless dis- 
regard of underlying facts, the independent C.P.A., if he renders 
an opinion at all, is charged with the responsibility of revealing 


such lack. 








